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The aim of this paper is to determine whether there are potential FDI 
spillovers through horizontal, backward and forward linkages for the textile and 
foodstuff sectors of the Chinese economy. A panel dataset for Chinese sectors over the 
period 1995-1999 is employed for an augmented Cobb Douglas production function 
with horizontal, backward and forward FDI spillovers included. The findings suggest 
negative horizontal and backward spillovers while suggesting positive forward 
spillovers in the two sectors mentioned. Also vertical linkages seem to be more 
important than horizontal linkages. But the research has certain limitations owing to 
data limitations as well as the possible presence of positive aggregation bias. The 
paper will be helpful in that it assesses the relative importance of horizontal and 
vertical spillovers in a unified framework as well as distinguishes between backward 
and forward spillovers. 
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1.1 Background and Significance 
The effect of FDI on economic development is one of the most heated topics 
in the literature of international political economy. According to the modernization 
hypothesis, FDI helps in promoting economic growth by providing external capital 
and through growth, distributes the benefits throughout the economy. It is the 
existence, rather than the source of investment, that is considered to be significant, 
because FDI more often than not brings with it advanced technology, and better 
management and organization. Hence, in the modernization hypothesis, FDI is, in fact, 
the most important engine for economic growth in developing countries (Tsai, 1994: 
Torrisi, 1985). 
Contrary to this modernization hypothesis, the dependency hypothesis, while 
admitting a probable short-term positive impact of the flow of FDI on economic 
growth, maintains that there is harmful long-term impact of FDI on economic growth, 
as showed by the negative correlation between the stock of FDI and growth rate. In 
the short run, an increase in FDI enables greater investment and consumption and thus 
contributes to economic growth. However, as FDI accumulates and foreign projects 
take hold, there will be harmful effects on the rest of the economy that lessen 
economic growth. This is due to the overriding mechanisms of dependency, in 
particular, "decapitalization" and "disarticulation" (O'Hearn, 1990; Bornschier 1980; 
Stoneman, 1975). 
In addition, some have argued that political, social and cultural factors play 
crucial roles in determining the growth performance of LDCs (Borensztein, Gregorio 
and Lee, 1998; Otani and Villanueva, 1989). Others have argued that the effect of FDI 
on economic development might be different across countries because of different 
stages of development (Zhang and Song, 2000; Zhang, 1999). 















knowledge and information as a determinant of economic growth. Empirical measures 
of knowledge in general focus on skill levels and R&D (Research and Development) 
activity. But since almost all of the R&D activity takes place in the advanced 
economies of the OECD (Organizations for Economic Co-operation and 
Development), the LDCs cannot catch up with more developed countries, unless 
LDCs can gain access to the new technology. The three most widespread channels of 
technology transfer include: (1) foreign direct investment; (2) international licensing 
agreements; and (3) international trade. A increasing number of studies have found a 
statistical relationship between FDI inflows and economic development in the host 
countries (Kamin and Wood, 1997; Borensztein, Gregorio, and Lee, 1998; Gruben and 
McLeod, 1998; Zhang, 1999). 
The empirical studies on economic growth of LDCs usually seek to establish a 
statistical relationship between FDI inflows and a measure of output growth and/or 
domestic investment. Such work is of importance because it attempts to capture the 
net effects of FDI in the economies at large. Negative effects may result from a 
variety of distortions in an economy. For example, foreign investors may offer profit 
opportunities without improving efficiency of the host economies. These may 
transpire, if protectionist trade policies persuade transnational corporations (TNCs) to 
come into a country merely to gain market share and monopolistic power. Or, 
governments may attract FDI to strategic industries by giving investment incentives 
that offset any benefit the TNC may create. Even FDI that is not motivated by these 
objectives may generate negative spillovers, which affect aggregate output. Some 
empirical studies have found a major relation between FDI flows and economic 
growth in various samples of Asian and Latin American LDCs. 
Using a model of endogenous economic growth, Borensztein et. al. find that 
FDI stimulated the long-term growth of per capita GDP. The contribution of FDI is 
expected to come from two effects. The more vital one seems to be that the 
productivity of FDI is higher than that of domestic investment (Kamin and Wood, 














management skills into the host economies, generates factors that can encourage the 
host country’s economic efficiency and competition, and provides the host economies 
with increased access to world markets. However, it appears that the higher 
productivity occurs only when the host country has a minimum threshold stock of 
human capital, because there is an important interaction between FDI/advanced 
technology and human capital in the host economy. The second outcome explains that 
FDI has the effect of increasing total domestic investment by more than one-for-one. 
On the one hand, estimates of the “crowding in phenomenon” put the total increase in 
investment at between 1.5 and 2.3 times the increase in the flow of FDI (UNCTAD, 
1999). FDI may stimulate more domestic investment (crowding in) if there is 
complementarity in production between FDI and domestic industries. In this case, the 
foreign investors may develop backward and forward linkages, perhaps even 
supporting partners in the host country with technology and finance while holding out 
the prospects of a stable market for their output (Borensztein et. al, 1998). 
On the other hand, FDI may “crowd out” equal amounts of investment by 
domestic entities through hostile competition in local product of financial markets, 
particularly in cases where domestic industries are already financially hampered. 
Reports by UNCTAD imply that there are clear regional differences among the 
developing countries with FDI tending to crowd in investment in much of Asia and 
crowding it out in Latin America. There are also industrial differences. Mining and 
other raw material extraction projects, for example, generate a little foreign direct 
investment because the FDI creates few domestic linkages (UNCTAD, 1999). The 
increase in total capital accumulation occurs in addition to the positive impact of FDI 
on technological progress. Overall, in developing countries with an average stock of 
human capital, 1 percent increase in the FDI-GDP ratio is associated with a 0.4-0.7 
percent rise in long-term GDP per capita growth (UNCTAD, 1999). 
In his comparative study of the impact of FDI on economic growth in 10 East 
Asian countries, Zhang finds that there are more diverse relationships between FDI 















of Borenztein et.al. (1998), Kamin and Wood (1997) and Lim (1983). First, all 
presume a priori that FDI responds to or causes economic growth and do not consider 
the possibility of feedback effects and a long-run equilibrium relationship between 
FDI and economic growth. Second, there is evidence of considerable parametric 
variation across countries in regard to estimates of growth equations and FDI. In 
effect the methodology involves the imposition of common structure, thus masking 
these differences. He concludes that FDI flows stimulated the long-run growth of 
China, Indonesia, Hong Kong, Japan and Taiwan, and the short-run growth of 
Singapore, while there is no relationship between FDI and economic growth in South 
Korea and the Philippines (Zhang, 1999). 
There is another aspect of the impact of FDI on host countries' economy. 
Examining the impact of different types of capital flows in 18 Asian and Latin 
American countries, Gruben and McLeod argue that the most pronounced positive 
impact of FDI is on economic growth and domestic savings (Gruben and McLeod, 
1998). Their findings suggest that FDI has less influence in Asia than in Latin 
America presumably because domestic savings play a larger role in the Asian 
economies. However, they failed to explain why and how FDI led to increased 
domestic savings in sampling Asian countries. Indeed, developmental theorists have 
not provided a theoretical explanation for the impact of FDI on domestic savings, or 
vice versa. 
Earlier studies failed to clarify the causation of the relationships between 
economic growth and FDI inflows. Most studies assumed that FDI inflows stimulate 
economic growth (the FDI-led growth hypothesis). Such a relationship might be 
expected because FDI can enhance those factors which usually play an important role 
in promoting economic development: investment, technical progress, and, in the new 
growth theory, R&D, the accumulation of human capital and various positive 
externalities. However, the causation may go in the other direction: rapid economic 
growth attracts FDI (the growth-driven FDI hypothesis). This hypothesis suggests that 














increase opportunity for boosting profits. Accordingly, the growth makes it possible 
for TNCs to exploit economies of scale. In the longer term, growth associated 
improvements in human capital, labor productivity and infrastructure are likely to 
increase the marginal return of capital and, thus, the demand for domestic and foreign 
investment (Zhang, 1999). Improved economic performance should also generate 
profits and encourage their reinvestment. The reinvested earnings can be a critical 
component of FDI. Evidence of a growth-driven FDI relationship has been found in 
Malaysia and Thailand (Zhang, 1999). Another possibility is a two-way causal process, 
in which FDI and growth have a reciprocal causal relationship. Evidence of such a 
“virtuous circle” has been found in China and Indonesia (Zhang, 1999). 
1.2 Literature review  
The theory of spillovers associated with inward FDI is well established, and 
little controversy remains. Multinational enterprises’ (MNEs) ownership advantages 
consist of technological know-how, marketing, and managerial skills, which motivate 
FDI to take place. However, due to the public good nature of these advantages, MNEs 
are often unable to fully internalize them in the host country, causing the possibility of 
the uncompensated benefits to leak from the MNE into local industry. Horizontal 
spillovers arise where domestic firms benefit from foreign firms operating within the 
same industry through the channels such as demonstration effects and movement of 
labour or direct competition. 
A strong research tradition exists that tests the extent of such spillovers by 
identifying whether foreign presence has induced higher level of productivity to local 
firms in the same sector through these channels. Although positive effects are often 
expected, the empirical literature has, however, produced rather mixed results, ranging 
from a positive, indeterminate, to even a negative effect (Buckley et al., 2002, 2005, 
2007a, b; Wang et al., 2005; Wei and Liu, 2006). A possible explanation for this 
puzzle, according to Aitken and Harrison (1999), is that the observed productivity 















effects. This means that whether the overall impact is positive or negative would 
depend to a large extent on which of the effects prevails. 
Despite the prevailing arguments for positive horizontal spillovers, recent 
studies have suggested that negative effects may emerge from the competition in final 
goods markets where incoming foreign firms are able to monopolise markets and 
draw demand away from local firms or confine competing local firms to less 
profitable segments of industry (Aitken and Harrison, 1999), thereby suffocating local 
unproductive competitors. The negative effects may also arise in factor market where 
foreign investors increase demand for scarce resources such as skilled labour and 
domestic credit, and hence raise production costs for local firms (Wang and Yu, 2006). 
These possibilities lead to the reasoning that in sectors where foreign capital is large, 
there may be limited scope for positive spillovers, while negative effects will intensify 
with rising foreign presence. In fact, large foreign presence is a sign that domestic 
firms lack the capabilities to defend their market share against foreign firms. It is clear 
that further evidence on horizontal effects is still needed to unveil insights to advance 
our current understanding of FDI spillovers. 
Although the importance of linkage effects of inward FDI has entered 
mainstream economics for a long time (Lall, 1980), the potential for inter-industry 
linkages has only recently been considered as a channel through which spillovers 
might impact on the domestic economy (Harris and Robinson, 2004). For example, 
Giroud and Scott-Kennel (2006) suggest that linkages as spillover mechanisms are 
differentiated from other spillover mechanisms due to the direct influence of the 
foreign subsidiary on the local firms’ capabilities. The importance of linkages leads 
Dunning (1993) to define spillovers as a direct consequence of the linkages forged 
between foreign investors and other economic agents in the countries in which they 
operate. Vertical spillovers are effects carried by FDI across industries through, for 
example, contacts between domestic suppliers of intermediate inputs and their 
multinational clients. Vertical spillovers are effects carried by FDI across industries 
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